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FEDERAL DEPOSIT INSURANCE CORPORATION
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Alternative methods of enhancing market discipline of banks in a deregulated environment
is the subject of a request for comment by the FDIC (see the 5/6/85 Fed. Reg., pp.
19088-91). The approaches under consideration include using a "modified” deposit
payoff procedure rather than merger to handle failed banks and increasing bank capi
tal requirements. In a modified payoff, the FDIC would make insured accounts avail
able to the failed bank’s customers, either by direct payment or by transferring such
accounts to another bank. Additionally, the FDIC would make a cash advance to unin
sured depositors and other general creditors based on an estimate of the present
value of net collections on the failed bank's assets. The FDIC requires no addition
al legal authority to effect modified payoffs in individual instances or to use the
technique in all failures. However, the agency is interested in public comment on
whether using the modified payoff in all failures will increase market discipline
without creating other problems. The Board's alternative suggestion for achieving
greater market discipline and reducing the FDIC's risks is to raise the total capital
requirement for insured banks to approximately nine percent of assets, keeping the
primary capital requirement at approximately six percent and permitting the balance
to be satisfied by selling subordinated debt. Comments are sought by 7/5/85. For
additional information please contact John Quinn at 202/389-4547.

GENERAL ACCOUNTING OFFICE
S. 1075, a bill "Requiring the GAO to Audit the Federal Reserve System", was introduced
by Sen. Charles E. Grassley (R-IA) on 5/6/85. This legislation, according to its
author, would require the General Accounting Office to make an audit each fiscal
year of the Federal Reserve Board, the Federal Advisory Council, the Federal Open
Market Committee, and all Federal Reserve banks and their branches. Such an audit
would include the transactions of the system's open market account conducted through
recognized dealers. This measure also provides that the General Accounting Office
will have access to all books and records of the Federal Reserve. In Sen. Grassley's
remarks to accompany the introduction of this bill, he stated, "Currently, an inde
pendent CPA audits the books of the Federal Reserve System annually." He continued,
"Such audits, however, do not examine the transactions made by the FOMC or the other
branches of the FED. While audits of expenses are important, a more thorough anal
ysis of the activities of the Federal Reserve System is needed." Section (d) of the
bill states that "the Comptroller General is authorized to employ such personnel and
to obtain such temporary and intermittent services as may be necessary to carry out
the audits required by subsection (a)...." According to Sen. Grassley's staff, this
section should be interpreted to mean that the GAO will conduct these audits with
its own personnel resources. S. 1075 was referred to the Senate Committee on Bank
ing, Housing and Urban Affairs. No hearing date has been established.

SPECIAL; SEN. D 'AMATO CONTINUES INQUIRY INTO GOVERNMENT SECURITIES DEALERS
The current failures of government securities dealers "includes customer education and
possible changes in accounting practices as well as a regulatory scheme which re
quires registration and imposes standards for capital adequacy and dealer practices"
according to Sen. Alfonse M. D'Amato (R-NY) in a statement at a 5/9/85 hearing be
fore his Banking Subcommittee on Securities. He opened the hearing by reviewing his
4/17/85 hearing, "The members of this Subcommittee had the opportunity to review the
mechanics of the government securities market and the past failures in this market,
up to and including E.S.M. Government Securities and Bevill, Bresler and Schulman.
During that hearing it became evident that the recent problems associated with the
government securities market were closely associated with auditing practices and
accounting standards. Since the last hearing, I have sent letters to the respective
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chairmen of the American Institute of Certified Public Accountants and the Financial
Accounting Standards Board stating my concern with the recent failures and asking
what actions they were taking in light of the role played by the auditor and the
misleading financial statements.” Witnesses at the 5/9/85 hearing included Sen.
Paula Hawkins (R-FL), Rep. Bill McCollum (R-FL), Mr. E. Gerald Corrigan, President,
Federal Reserve Bank of New York, and Mr. Richard M. Kelly, Chairman, Government and
Federal Agency Securities Division, Public Securities Association. Sen. Hawkins’
statement called for Federal legislation, stating that the failure of ESM Government
Securities, Inc. revealed that this was a national problem and that Federal legis
lation "was absolutely necessary". Rep. McCollum restated his belief that the Feder
al Reserve Board would be his choice to regulate government securities dealers, with
some overlap by the Securities and Exchange Commission. Mr. Corrigan acknowledged
the existence of a problem but questioned the need for legislation. Mr. Kerry testi
fied and did not support S. 936, a bill by Sen. Alan Cranston (D-CA) to regulate
government securities dealers. Sen. D 'Amato stated his intention to hold additional
hearings but did not announce any specific date.

SPECIAL: HOUSE SUBCOMMITTEE HEARING ON GOVERNMENT SECURITIES DEALER FAILURE
"The circumstances surrounding the recent collapse of Bevill, Bresler & Schulman Govern
ment Securities, Inc. (BB&S), of Livingston, New Jersey, and the effect of failure
on financial institutions throughout the country" will be the subject of a hearing
on Wednesday, 5/15/85 by the House Commerce, Consumer and Monetary Affairs Subcommit
tee under the chairmanship of Congressman Doug Barnard, Jr. (D-GA). Subcommittee
Chairman Barnard stated that the hearing will be a followup to the subcommittee's
earlier investigation of the March 4 failure of ESM Government Securities, Inc.,
of Fort Lauderdale, Florida. The earlier collapse, according to Rep. Barnard, prompt
ed the closing of 71 privately insured savings and loan associations in Ohio and may
have triggered a "run" by customers of the New Jersey dealer.
"In many ways," said
Barnard, "the Bevill, Bresler failure raises even more disturbing questions about
the effectiveness of the federal government's regulatory apparatus than the ESM epi
sode. In the former case, the Securities Exchange Commission never conclusively
established ESM’s fraudulent activities because it abandoned an early investigation
of the firm. Moreover, only a few savings and loans lost money as a direct result
of their dealings with ESM. This time, not only did the SEC establish fraud in an
early investigation of BB&S and enter a consent order against the New Jersey secur
ities dealer, but it appears that roughly 70 financial institutions may suffer direct
losses exceeding $200 million. Everyday the estimate of the losses increases."
According to an announcement by the Subcommittee, the hearing "will seek to
determine what caused BB&S to fail; whether the 70 financial institutions that have
apparently suffered losses could have protected themselves against the government
securities dealer's failure; how the federal deposit insurance funds have been im
pacted by the BB&S collapse; whether the federal banking agencies could have taken
action to prevent financial institutions from engaging in such risky transactions;
and why the SEC's enforcement order against Bevill, Bresler in 1980 was ineffective
in deterring subsequent abusive practices." Those expected to testify include Saul
S. Cohen, the court-appointed receiver for BB&S, representatives from the federal
bank regulatory agencies, and executives of several of the financial institutions
that expect to suffer losses from the BB&S collapse. The hearing is scheduled for
9:30 a.m. on 5/15/85, in room 2154 of the Rayburn House Office Building.
SPECIAL: AICPA APPROVES DRAFT ON FOREIGN LOAN SWAPS
A draft notice to practitioners on accounting for foreign loan swaps was recently approved
by the AICPA's Accounting Standards Executive Committee. The notice prepared by the
Banking C ommittee, states that a swap of loans to different debtors represents a
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transaction and should be accounted for by banks at current fair value. The committee
believes that in an exchange involving loans to debtors in such countries, the
estimated current fair value of the consideration received will generally be less than
the recorded investment in the consideration paid. The notice identifies several fact
ors to consider when determining current fair value of the loan swap. The notice
indicates a loss incurred in a loan swap should be charged to the allowance for loan
losses or directly to income, depending on the transaction. Should loss recoveries
or gains be indicated in a swap as a result of the valuation process, the notice
states, they should not be recorded until the acquired loan is repaid in cash or its
equivalent. Additionally, any difference between the carrying amount and the face
amount of the loan received in the swap should not be accreted to income over the
remaining life of the loan. It should be reported as income only when the loan is col
lected or when collection has become probable. The notice cautions auditors that the
use of inappropriate accounting for swap transactions to avoid recording loan losses
could be misleading to users of bank financial statements. The amount of such loan
losses are important data for stockholders, financial analysts and regulators. Copies
of the draft as well as additional information may be obtained by contacting Maryn
Fisher at 202/872-8190.

For additional information please contact Gina Rosasco or Nick Nichols at
202/872-8190.
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